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This paper investigates the dynamic co-movement and interdependency between 
Hong Kong stock markets and its top trading partners (Main land China, Germany, India, 
Japan, Korea, Singapore, Taiwan and USA). Monthly data on stock market price from 
December 1992 through January 2013 are employed. The aggregate period is divided into 
four sub-periods; before the Asian financial crisis, during Asian financial crisis, After the 
Asian financial crisis but before the global financial crisis and the last period is during the 
global financial crisis. The research methodology implemented includes Johansen Co-
integration test, Granger Causality tests and time-varying coefficient regressions. The 
methodology divided into two parts; first part related to stock market price while the second 
one related to stock market return. 
In the first part, we examine the linkage and interdependency among Hong Kong 
stock market price and its top trading partners. Before the Asian financial crisis, the degree 
of correlation between Hong Kong and the other stock markets varies between negative, low, 
moderate and high. After the crisis the degree of correlation increased and it becomes very 
high even during the global financial crisis. The findings show that before the Asian 
financial crisis Hong Kong is co-integrated only with China and USA stock markets. 
However, before the global financial crisis Hong Kong is co-integrated only with USA stock 
market. In the other hand, during the Asian financial crisis Hong Kong is co-integrated with 
seven stock markets. Moreover, during the global financial crisis Hong Kong is co-integrated 
also with seven stock markets.. The result of Error Correction Model shows that there is a 
significant long-run equilibrium relationship between Hong Kong stock market and the stock 
markets that co-integrated with it, especially during the crisis. 
In the second part, we analyze the dynamic co-movement and causality between 
Hong Kong stock return and the return of its top trading partners. The results show that the 
return of the aggregate period is very close to 0% for all markets under the study. 
Furthermore, during the crisis the returns tends to be negative or close to zero, but if there is 
no crisis the return is positive. The empirical results indicate that in general no stock market 
return can play a dominant role in influencing Hong Kong stock market return. Furthermore, 
Hong Kong stock market return has no significant explanatory power on other stock markets 















stock markets return. The time-varying regression is implemented to explore the co-
movement of the stock markets return over the time. The empirical results indicate that 
Germany, Singapore and USA stock markets return have a high impact on Hong Kong stock 
market return. While the other stock markets return have less impact on Hong Kong stock 
market return. However, if any stock market has high impact on Hong Kong return this 
impact will decrease over the time and if the impact is low on Hong Kong return this impact 
will increase. That means there is convergence between stock markets return and Hong Kong 
stock market return. 
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Chapter 1 Introduction 
1.1. Motivation  
Due to globalization, deregulation, advances in information technology, economics 
integration and other factors all those contributed to have more integration between stock 
markets. Nowadays we live in a dynamic economic environment and we can see that the 
linkage and interdependency among the world stock markets have been increased. Investors, 
policymakers and portfolio managers are concern about the financial linkage and 
interdependency between stock markets, so it is important to have knowledge about the 
international stock market structure, progress and development. Also it is essential to know 
the direction and degree of co-movements among world stock markets. Moreover, many 
financial theories suggest that the integration between regional stock markets will be more 
efficient than the individual stock market. 
As we said earlier the integration between different stock markets will affect the 
decision of Investors, policymakers and portfolio managers. From the point of view of 
investors, the decision to invest in different stock markets will depends on the degree of 
correlation between these stock markets. Also having knowledge about stock markets 
linkage will help investors to decide whether to sell or buy stocks. Policy makers should 
know the progress and development of stock markets integration, because that will help them 
to maintain the stability of the financial and economic system. In another words, policy 
makers should understand the nature and issues involved in stock markets integration so they 
can prevent or mange the harmful effects and negative shocks for transmission to their 
country. Portfolio managers want to design a well-diversified portfolio and this requires a 
proper understanding of stock markets linkage and correlation. Any changes in co-movement 
between stock markets needs for an adjustment of portfolios. In the other hand, portfolio 
managers need to know the degree of stock markets integration because if there is a high 
degree of integration and correlation there is no benefit from diversification. In this case 
portfolio managers should change their portfolio management strategies, for example they 
can invest in commodity and real state.  
It is important to study the stock markets integration and linkage because it has many 

















1.2. Overview of Stock Market in Hong Kong 
Hong Kong formal Security Trading activities has a long and rich history that can be 
traced back to nearly the end of 19
th
 century, specifically in 1891. That year witnessed the 
establishment of the Association of Stockbrokers in Hong Kong. It was renamed later in 
1914 as “The Hong Kong Stock Exchange”. In 1921, another stock exchange was found 
which was entitled as “The Hong Kong stockbrokers Association”. This stock exchange was 
unified with “The Hong Kong Stock Exchange” and they form “The Hong Kong Stock 
Exchange Ltd” in 1947.  
 
Moreover, in 1969, a second stock exchange was built up” The Far East Stock 
Exchange”. That was followed by another two stock exchanges, that were established 
subsequently in 1971and 1972, namely “Kam Ngan Stock Exchange” and “Kowloon Stock 
Exchange”, respectively. By 1986, these four stock exchanges were merged and produce the 
current stock exchange known as “Stock Exchange of Hong Kong”, or shortly (SEHK). This 
merged was the beginning of a new era of security trading in Hong Kong. Yet, SEHK has 
gone through a series of reforms, especially after the market crash in 1987. The reforms 
include the establishment of executive management team and a stronger council in order to 
protect the public interest as well as further develop the market. 
 
By the end of 2009, there were around1145 companies listed in SEHK compared 
with 658 companies listed in 1998.Hong Kong is the sixth stock market in the world. Hong 
Kong’s market capitalization was US$ 2.97 trillion in 2009 compared with US$ 343,000 in 
1998. It has become the third in the Global Financial Centres Index, right behind London and 
New York. 
 
In 1997, British returned Hong Kong to Mainland China. Consequently, the 
Securities and Futures Commission (SFC) is now supervising SEHK. SFC chairman is 
chosen by the highest authority in Hong Kong” The Hong Kong Administrative Region”.  
Among its responsibilities, SFC has to keeps an eye on all operations that take place in the 
securities clearing house, the Hong Kong Futures Exchange, as well as all financial 
















different reports, one to the Financial Secretary in Mainland China and another to the 
Financial Secretary and Legislative council which is required to be sent annually.  
 
The trade value between Chinese mainland and Hong Kong reached 25.31 billion 
U.S. dollars in January and February, up 24.6 percent from last year, according to the latest 
statistics released by the Ministry of Commerce (MOFCOM). In the first two months of this 
year, the Chinese mainland reaped nearly 23.8 billion U.S. dollars from its trade with Hong 
Kong, up 22.9 percent from the previous year, while the latter reaped approximately 1.5 
billion U.S. dollars from its trade with the Chinese Mainland. 
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Figure 1: Hong Kong Stock Market Index 
Source:  www.MSCI.com 
















Hong Kong has experienced a fascinating growth in its stock index since it was 
established (see Figure (1)) .The graph here shows that it has been increasing in the whole 
sample period (from 1993 until now). Yet, that growth that Hong Kong’s stock market was 
enjoying was not stable; rather it was influenced during the 1990s and 2000s especially as it 
faced two financial crises (Asian Financial Crises and World Financial Crises).  
 
The maximum was the end of 2007 before the crises blew up. On the other hand, the 
minimum was during the crises in August 1998. In spite of the fact that Hong Kong stock 
market was affected by the current crises, it is clear that it is recovering now. 
However, figure (2) shows that the average returns of Hong Kong stock market almost equal 
to zero. Moreover, the fluctuation is higher during the crisis which indicates that there is 




























1.3. Importance of the study  
In recent years, the financial integration and linkage among world stock markets have 
been increased. This increased has grasped the attention of many parties such as, Investors, 
portfolio managers and policy-makers. From the point of view of investors, they want to 
know the correlation between stock markets and if there is any market play dominant role to 
influence the other markets. In the other hand, portfolio managers want to design a well-
diversified portfolio and this requires understanding the interdependency and co-movement 
among stock markets. Policy-makers want to prevent negative shocks and financial crisis 
transfer to their countries. Also, they want to maintain the financial and economic stability. 
This paper aim to provide the different parties information related to co-integration, causality 
and the dynamic co-movement between Hong Kong stock market and its top trading 
partners. Many empirical studies have investigated in general the stock markets co-
integration and stock markets co-movement. This paper is the first paper focus on the co-
integration and co-movement between Hong Kong stock market and its top trading partners. 
1.4. Objectives  
The main objective of this paper is to investigate the co-integration and the dynamic 
co-movement between Hong Kong stock market and its top trading partners. As mentioned 
earlier in the motivation and literature review, having knowledge about the degree of 
correlation, co-integration, causality and the dynamic co-movements between stock markets 
will be useful to Investors, portfolio managers and policy-makers. Using prices of stock 
markets indices of countries under study, this paper implemented different tests and models 
such as, unit root test, Johansen co-integration test, Granger causality test, error correction 
model and time-varying regression.  
In general, the paper tries to provide answers to the following three questions: 
1) Is Hong Kong stock market co-integrated with its top trading partner’s stock markets?  
2) Which stock market return influence Hong Kong stock market return and which stock 
market return influenced by Hong Kong stock market return? 
















1.5. Structure of the Paper  
The paper is presented as follows: 
Chapter 1: Introduction 
This chapter contains the motivation, the importance and the objectives of the study. After 
that there is an overview of Hong Kong stock market. 
Chapter 2: Literature Review 
After chapter one, chapter two present some previous literature review. 
Chapter 3: Data and Methodology 
The chapter outlines the data and methodology used in the study.  The chapter gives brief 
summary about selection of the data and the criteria of dividing the aggregate period into 
four sub-periods. After that there is description of the methodology. The methodology 
includes, correlation, unit root test, Johansen Co-integration test, Granger Causality tests and 
time-varying coefficient regressions 
 
Chapter 4: Empirical Results 
The empirical results of the study are presented in this chapter. Some results such as co-
integration, error correction model are related to stock market price. The other results such as 
causality and time-varying regression are related to stock market return  
Chapter 5: Conclusion 
Chapter five present the main findings and conclusions of the study. The last part of the 

















Degree papers are in the “Xiamen University Electronic Theses and Dissertations Database”. Full
texts are available in the following ways: 
1. If your library is a CALIS member libraries, please log on http://etd.calis.edu.cn/ and submit
requests online, or consult the interlibrary loan department in your library. 
2. For users of non-CALIS member libraries, please mail to etd@xmu.edu.cn for delivery details.
厦
门
大
学
博
硕
士
论
文
摘
要
库
